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l.

| |ast addressed NASUCA during its March 2000
Capitol H |l Conference. That seens very |ong ago,
vi ewed through the prism of today's energy problens.
The Comm ssion had recently issued Order No. 2000,
which is designed to change the electric utility
I ndustry by vertically disaggregating utility functions
I n support of non-discrimnatory regional grid services
and by clearing away the underbrush of pricing barriers
and congestion across nultiple transm ssion systens,

pronoting regional planning and reliability, and
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i nfusing the market with better real-tinme information.
We see a future for electricity in which a patchwork of
| ocal | y-determ ned retail market conditions are
facilitated by a nore efficient, nore transparent, and
fairer interstate network industry which facilitates

t he novenent of power to where it is nbst needed. Bulk
power conpetition, | maintain, wll deliver benefits
for consuners if we are allowed to get there. But,
Order No. 2000 recognized that the industry nust
restructure to accommodate the operational and econom c
devel opnents in the physical market itself. Wth O der
No. 2000, we felt the Nation had taken a very large

st ep.

This year the Comm ssion al so conpleted an
i nportant initiative for the interstate natural gas
pi peline market, Order No. 637. That order advances an
already mature m d-stream gas transportation
mar ket — open access and service unbundling in gas

pi peline markets are many years ol der than across the
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Commi ssion-reqgul ated el ectric transm ssion system — by
all ow ng market rates for pipeline capacity sold in the
secondary market and providing greater flexibility in
the rates of transportation service. As it turns out,
the natural gas infrastructure is also becom ng
critically inportant to ensuring electricity supply and

reliability in many regions of the country.

Finally, by early 2000 the Conm ssion had finished
a two-plus year restructuring of its own, devel oping
new processes for speed and accuracy for performng
nost basic staff work in a teamenvironnent, initiating
a market nonitoring capability so that we m ght keep up
Wi th these conpetitive markets we have created, and
conbi ni ng our gas and electric expertise to nore
closely mrror the market. FERC is now a nore
custoner-oriented, nmarket-responsive organi zation as a

result of this re-invention effort.
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FY 2000 was a very successful year for the
Commi ssion by nost neasures. It is never easy for an
agency of our size to be engaged in this |evel of
mul ti-tasking wthout a | oss of focus or productivity,
but we pulled it off. WelIl, as you m ght suspect, no

good deed goes unpuni shed!

.

Since early summer, we have had to focus our
greatest attention and significant resources on energy
mar kets that have produced escal ating prices for
consuners. On the gas side, we began reaping the
consequences of the 1998 oil and gas price coll apse and
the precipitous decline in production that followed it.
Begi nning in May, natural gas prices noved quickly from
$2 per MMBtu to $5 per MVBtu. Dimnished supplies
slowed the fill rate for winter storage and the
start-up of additional gas fired generation put
additional pressure on price. Supplies are very tight

in this state right now For the first tine in several
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years, Congress cordially invited ne to the HIl to
tal k about the condition of the gas industry and the

forthcom ng financial burden on consuners.

At the sane tinme, electric reliability and prices
in California also becane far |l ess predictable. After
two years of struggle to create a market, including the
historically high electricity demands of the summer of
1999, California's restructured market was delivering
reliable power at a declining price. According to

July's Public Utility Fortnightly, California' s prices

were lower than PIMs for the 12-nonth period before
April 2000. Suddenly, California's peak season prices
skyrocketed. Under California | aw, SD&X&E was able to
sinply pass the pain onto its retail custoners. As our
staff investigation |ater showed, |long-termtrends and
unusual events had finally caught up with the
California market. | seldomclaimto be prophetic, but
| told you in March that "[i]t appears to nme that no

conbi nation of grid expansion, additional generation,
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and | oad shedding wll be sufficient to avoid a high
| evel of stress this summer and perhaps next." That
now | ooks |i ke an understatenent. In fact, the

"stress" in California turned i nto near neltdown.

What we subsequently canme to understand was that
California's demand had grown over 5000 negawatts since
1995 and only 700 negawatts of generation had been
added in that tinme. The state's system would have
weat hered the summer demands on it better but for high
el ectricity demand occasi oned by unusually hot weat her
and abnormally | ow hydro conditions across the rest of
the West. Added to this supply/demand i nbal ance was:
(1) the operation of California |aw, which effectively
kept retail conpetitors out of places Iike San D ego
and then suddenly flowed through to retail custoners
all the volatility at the wholesale level with no
war ni ng; (2) the extraordinary reliance on the spot
markets to set the price; and (3) market rules that

wer e hi ghly changeabl e and perhaps capabl e of bei ng
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ganed. Extraordinary market prices do not seem in

hi ndsi ght, to be anything but inevitable.

Because of the fallout fromthis unhappy confl uence
of factors, policynmakers and citizens alike began to
guestion whet her markets for power could work anywhere
at all. Needless to say, | subsequently received nany
additional invitations to appear before Congress.
California has had a powerful danpening effect on a
restructuring process that, for all its fits and
starts, was show ng great prom se in about half the
states, in bulk power prices, and in the process of RTO
formation. | believe California teaches us to be nore,
not | ess, aggressive -- but not nore prescriptive -- in

pursuit of better nmarkets.

The Comm ssion has held two hearings in San Di ego
this fall, the latest being this norning. | expect
that we will undertake sone strong corrective neasures

and we should do so by the end of the year in
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anticipation of next summer's peak. W propose to
force nore forward contracting, dimnish reliance on

t he spot market by curbing under-scheduling,
reconstitute the |1SO board, expand bil ateral
transactions, and so forth. Some of this cones at the
expense of AB 1890, | am afraid. However, it is
remarkably hard to find defenders or owners of that

| egi sl ative schene these days.

When | spoke to NARUC yesterday, | decided to nmake

clear the Comm ssion's role in helping create the

current difficulties. Quite frankly, | confessed
error -- on behalf of the Commission, if | may be so
presunptuous -- for working so very hard to inplenent a

single-state bul k power nmarket, designed by progressive
and wel | -intentioned | awrakers to help junp-start the
Cal i fornian econony, and then carved into California

| aw wi thout flexibility, the benefit of technical
experience, or a recognition of its regional

significance.
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To tell the truth, the Comm ssion was delighted at
the tinme that any state would so bol dly advance the
cause of conpetition consistent with transm ssion open
access, even though it was legislating on territory
subject to the Federal Power Act. As even our Order
No. 888 open access rule nmade clear, the Comm ssion was
fully prepared to defer to the states down the line, in
part not to appear preenptive on electric issues. |
al so thought at the tinme that, since California had
created the 1SO and PX, the mandatory buy-sell
requi renents, and the rate freeze would al so be able to
protect retail electricity consuners, as it always had.
| doubt the Conmmission will ever rely on that
assunption w thout question again. Shane on us if we

do.

O course, the trends and predicanents that led to
California' s problens are not altogether unique.
Bet ween 1995 and 1999, donestic demand for electricity

I ncreased 9.5 percent, while total additions to
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generation rose 1.6 percent. At the sane tinme, utility
expendi tures for energy efficiency declined by 50
percent, magnifying the problem of demand growth. In
addition, EPRI believes that North Anerica is "on the
edge" when it cones to the threat of severe power

out ages. And, DOE has warned agai nst the grow ng
concentration of electricity supply in the hands of a
few conpani es and the high prices that could ensue.

So, the situation for this industry md-transition is
still fraught with chall enges for regul ators and

consuners.

| hasten to add that the restructuring story thus
far is not a bad one, notw thstanding the California
crisis. Electricity rates have declined nationally in
each of the last six years. And, as | nentioned,
California' s new market has | owered rates and
mai ntained reliability in the face of grow ng demand
during nost past periods. Until this sumer, many had

the feeling we were really getting sonewhere!
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Here in San Diego, the issue that overwhel ns all
others — the elephant in the room so to speak — is
the matter of whether the Conm ssion can, or should,
order refunds from generators who charged nmarket - based
rates throughout the West | ast summer. They are
al |l eged to have "gouged" consuners because the nmarket
was sufficiently dysfunctional for the Comm ssion to
conclude it had either produced, or had the potenti al
to produce, unjust and unreasonable rates. There is
much, nuch nore we need to find out about market
behaviors. The results, if not the legality, of what
occurred are readily apparent, however. This seens to
me to be a kind of ultinmate consuner protection issue.
San Di egans were exposed to dramatic rate increases
w t hout warning and w thout any supply alternatives.
Adm nistering a federal statute whose primary goal is
to ensure rate certainty, however, the Conmm ssion
concl uded that retroactive refunds were inperm ssible.
Actually, I amunaware of any regulator with such

authority. So, the Conm ssion did not even get to the
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enornmously conplicated | ogistical problem of how we
woul d determ ne the excessiveness of rates, who

recei ved the revenues, and how we would redistribute
any refunds. On this issue, the Comm ssion finds
Itself caught in the unenviable and ironic position
bet ween wel | -established regulatory | aw and the
consuners that the | aw otherwi se seeks to protect. It

makes us an easy target.

California's crisis has, anong other things,
hei ght ened the Conm ssion's awareness of the consuner
consequences of its actions and those of devel opi ng
markets. Unlike the natural gas industry, where
I nterstate markets worked through the maturation
process outside the city-gate and in relative isolation
fromretail markets, electricity markets are vertically
and geographically nore highly integrated and prices
seemto ripple nore readily through the system and down
to consuners. In a conpetitive market, this can be a

good thing, not a problem however. It is clear to ne
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that, as we try to accommopdate and channel the forces
of the 21st century electric industry, our agency has a
hei ght ened responsibility for those at the end of the
val ue chain, whomwe at the federal |evel have tended
to assune (rightly or wongly) are soneone el se's

primary responsibility.

There are plenty of revelations to go around,
however. | think there is a correspondi ng new
responsibility for state officials, and state
regulators in particular. It is to ensure that the
regi onal energy markets that serve and surround their
states performwell for everyone in the region, and not
just their constituents. | am hoping that NASUCA,
whi ch has | ong understood the benefits of RTOs and
conpetition for consuners, wll reinforce this nessage.
It is a key point that nost state regulators may not be

hearing, | am afraid.
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In addition to hearing the passionate and difficult
stories we heard this norning about plant cl osings,
about senior citizens choosing between food and
electricity, about schools and hospitals that were torn
bet ween paying utility bills and providi ng essenti al
services, we had the honor of discussing these problens
and potential solutions with Governor Davis and ot her
state officials. Having just cone fromthat session, |
amstill digesting what we heard. There is, quite
predi ctably | suppose, a degree of apprehensi on about
the Comm ssion and the inpacts of its proposed narket
refornms. Those proposed reforns are not yet well
understood in California and our panelists this norning
asserted we are nerely sanctioni ng ever-escal ati ng
rates. Just as within the Commi ssion itself, a focal
poi nt of debate — between the view that markets have
to be able to tell ratepayers what the real value of
their service is and the view that volatility in the
mar ket is unacceptable and that limting its excesses

Is a financial and noral necessity — is rate caps.
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But, if there is a consensus here, it is that the
Comm ssion should intervene to protect consuners from

t hi s unnmanageabl e mar ket .

| also heard at the sane tine that the entire power
market in this state is California' s to govern and that
any such sol utions have to be hone grown, not the
verdict of a distant federal bureaucracy or the
determ nations of |1SO "technocrats." [In other words,
It would seemthat, having |egislated the whol esal e as
well as the retail market into existence and endured
t he consequences, California now appears to be seeking
an opportunity to repeat that history. Al though no
state plan yet exists, such a proposal, when
fornmul ated, would do well to recognize the principle
t hat governance of the grid adm nistrator nust be
| ndependent of market participants and ot her undue
I nfl uences as well as recogni zing the needs of the
regional market in the West. An efficient and open

market will generate the capital and foster the system
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coordi nati on needed to serve the demands of California
consuners better. There is no nore inportant objective
for that state's capacity-starved econony. But it
seens to ne that the claimof California's officials
that the 1SO nmust be politically accountable tends to
di scount or disregard the nulti-state nature of the
power market that serves the state at wholesale. OOn
the other side of the |edger, the sellers of
electricity in California, whose extraordinary
quarterly earnings reflect the flip-side of
California's pain, have not proposed how to address the
very real possibility of a consuner and political

backl ash that could jeopardi ze or reverse progress

toward conpetition.

In any event, the participation of this highly
focused and energetic Governor in any discussion of
this technical subject matter is cause for optimsm
Lord knows, there is plenty to be done by both the CPUC

and the FERC to get this market out of the ditch. At
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any rate, | sincerely hope that we advanced the cause

of state-federal coll aborati on.

[l

The chal | enges are not insurnountable. However
conpl ex and nunerous are the issues needing attention.
The fundanental choices seemto ne to boil down to
two -— either proceed nore quickly and effectively
through this difficult transition or retreat and
retrench. G ven the fundanental changes that are
al ready taking place across Anerica's electric systens,
st oppi hg the acconpanyi ng devel opnent of
pro-conpetitive policies and waiting for markets
sonehow to becone conpetitive on their own hardly seens
a practical solution. Market dynam cs and state and
federal policy decisions have created a different set
of circunstances than that which existed five or ten
years ago. Utilities are reconfiguring, consolidating,
pl ungi ng i nto unregul ated enterprises, and selling

assets. Ohers have taken on the task of expanding the
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i nfrastructure and devel oping the markets. Wile the
Commi ssion can still resort to traditional
cost-of-service regulation, its ability to protect and
benefit consuners is now nore directly proportional to
its ability to react to markets in real tine, to be
able to curb market power abuses, and to correct bad
market rules. Fromtine to tinme, the Comm ssion wll
have to restrict and |imt market volatility or even

| npose regional market institutions. |If California has
taught us anything, it is that market devel opnents may
still require regulatory intervention under the |aw
when consuners' welfare is severely and unexpectedly

j eopardi zed.

The Comm ssion nust nove forward, in nmy estimation.
It must do so in cooperation with states and a full
understanding of the affected retail markets. | agree
with Governor Davis that erratic and exploitative
electricity markets will |ose consuner confidence, then

political support, and finally any conpetitive
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justification. W nust do better. The Comm ssion is
commtted to inproving the Western power narkets next
nont h, next summer, and in the long run. However, the
State of California nust do its inportant and
appropriate part. W stand ready to help the CPUC and
the California Energy Conmm ssion discharge their
respective roles. There is trenendous urgency in all

this.

We are entering difficult tinmes in this transition
to a nore open and conpetitive market, tinmes that wll
be mar ked by second thoughts about what everyone seens
to want to call "deregulation.” While there's
sonething a bit disquieting about being both a
consuneri st and a pronoter of markets at this
particular nmonent in tinme, we nust be both. Wat is
needed to nove ahead in this area is, | admt, nore
than a pro-conpetition sales job and nore than blind
faith that the market will make this all work out in

the end. There are powerful and legitimte consuner
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concerns here. There are therefore hard choices to

make and hard work to be done.

In such an environnent, the Conm ssion needs to be
rem nded by its critics and its friends alike that it
must discharge its responsibility to protect the
i nterests of all consuners -— the small as well as the
| arge -- as it pronotes conpetition in electricity
mar kets. Beyond t he busi ness and macro-econoni ¢
devel opnents, restructuring is also a human event, a

"smal | p" political process, and an educati onal
chal | enge. NASUCA has been inportant to us in tines
past, for exanple in reinforcing our conviction that
RTOs are in consuners' best interest and that the

Comm ssion nust |ead on such issues. Keep the pressure
on us to nove in directions that nmake both econom c
sense and common sense in the mnds of average
Anericans. That's a difficult regulatory challenge in

atinme of transition. But we will neet that chall enge

i f we continue to have your good counsel. And, the
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Congress needs your good counsel as well, especially
when it conmes to giving us the tools we need to protect
consuners during this difficult tinme. Please keep

those cards and letters com ng in.

Thank you.



